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Abstract
This paper focuses on the development of reference interest rates in the Czech Republic after
the currency crisis of May 1997 and covers the period to the years 2002/2003 (that is to the time just
before the country’s entry into the European Union) when the currency exchange of the Czech
koruna (CZK) and interest rates were stabilised. The relatively high volatility of Czech reference
interest rates in the late 1990’s influenced the development of company debt financing, forcing
companies to become more sophisticated and dynamic in their use of debt instruments and hedging
tools as they attempt to manage the subsequent interest rate risk.  In this paper, the situation in three
model corporations is also described – the first, a solvent company with a foreign owner (Moravian-
Silesian Heating Company – MSHC, renamed to Dalkia Morava in 2002), the second, a solvent
company with the Czech state as its majority owner (North Moravian Power Company – NMPC), 
and the third with domestic capital, which had economic problems during the given period
(Vítkovice, a.s.), plus a big insurance company as a specific and very important institutional investor 
in domestic financial markets.
Key words: Reference interest rates, interest rates hedging tools, bonds, commercial papers, yield
from financial operations, cost of external financing, Czech Republic, Central Eastern Europe
JEL classification: N 240
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I. Introduction
The scarcity of specific studies addressing the impact of interest rate changes in the Czech
Republic – especially in the years following 1997 – on corporate financial decisions provided the
impetus to undertake this research. Unlike the relatively stable rates of Eurozone markets, the 
Czech Republic has in recent years experienced a precipitous decline in the inter-bank rate PRIBOR.
During the period of relatively high interest rates (1997 and 1998), Czech companies scrambled to
find alternative sources of financing to be able to avoid expensive short- and long-term bank loans.
The range of alternatives included CP programs for short-term and bonds for long-term financing.
From 1999 onwards, with lower interest rates, companies with cash surpluses have needed to find
much more sophisticated instruments (especially from the point of view of tax regime applied to the
yield) to increase their profit from financial operations. The relatively high volatility of the reference
interest rates has encouraged a significant rise in the use of interest rate hedging instruments in the
Czech financial market since 1997.
II. Influence of the reference interest rates evolution on
corporate sector
Unlike the relatively stable rates of Eurozone markets, the Czech Republic has in the period
under consideration, i.e. 1997-2002, experienced a precipitous decline in the inter-bank rate PRIBOR.
In the years 1997 and 1998, the Czech economy was hit by a number of external as well as internal
unfavourable factors. At the beginning of 1997 the Czech koruna was a relatively strong currency, its
strong exchange rate, however, was not founded on macro-economic data, but only on currency
policy – short-term investors concentrated too much on the high interest rates of the domestic
market. Interest rates at this time moved around 12% p.a. In May 1997 foreign speculators led an
attack on the Czech currency. This raid was led by two groups of speculators. The first group was
made up of devaluation speculators who created a short position in CZK and waited for devaluation.
The second group consisted of interest speculators, who had a long position in CZK from the past,
which they rashly began to fear about. The Czech National Bank (i.e. central bank) immediately
began to intervene on behalf of the Czech koruna, through operations on the free market and
indirectly by increasing interest rates. Nevertheless, this attempt was unsuccessful and the Central
Bank was forced to introduce a “floating regime” for the Czech currency after two weeks.
Consequently, currency policy carried out to protect the koruna exchange rate led to a robust growth
in interest rates. The result was a slowing down of all economic activities, a hindering of investment
and a worsening financial position for many companies.
At the beginning of 1998, the short-term interest rates on the money market were
characterised by a gradual drop from its high level from the end of the previous year. But the trend of
dropping interest rates was negatively influenced by the Russian financial crisis and the inner-political
situation (an early parliamentary election). After the situation calmed down, another – August 1998 –
crisis broke out in Russia, which gradually hit emerging markets as well. The influence of this
turbulence on the Czech money market was only short-term and interest rates could continue in their
ascending trends, which enabled a very favourable influence on inflation and a total recovery of the
situation on the other financial markets. The interest rates in The Czech Republic have gradually
dropped since the year 1999 as a consequence of a favourable development of the inflation level,
economic recovery, and expectation of entry to the European Union (in May 2004).
During the period of relatively high interest rates (1997 and 1998), Czech companies scrambled
to find alternative sources of financing to be able to avoid expensive short- and long-term bank
loans. The range of alternatives included Commercial Paper programs for short-term and bonds for
long-term financing. As Figure 1 illustrates, the reference interest rate in the Czech Republic declined
sharply since 1997. As a result, Czech corporations were forced to operate in a relatively unstable18 Journal of Emerging Markets
interest rate environment until 2000, in comparison with their Eurozone counterparts. The average 
3-month Dutch AIBOR (since 1999 the EURIBOR, as a result of the introduction of the Euro currency)
is presented for comparison
Figure 1: Comparison of the development of the 3M reference interest rates for Czech and Dutch 
(i.e. since 1999 Euro) markets, yearly averages in % p.a.
Source: Czech Central Bank, De Nederlandsche Bank N.V.
As Polák (2005) argued, the unstable interest rate environment at the end of the 90’s forced Czech
businesses to choose differing strategies during periods of high and low interest rates, and even
expand the tools used to eliminate risk caused by such interest rate variation.  During periods of
relatively high reference rates (particularly 1997 and 1998, and in terms of EURIBOR rates, even 1999
and 2000), businesses seeking financial resources looked for alternatives to short and long-term
credits. In the Czech Republic, such alternatives include most notably, commercial paper issues for
short and mid-term financing. For long term financing, there are alternatives to loans, namely the
issue of corporate bonds. As Tables 1 and 2 show, corporate bond issues are not very wide spread,
despite the inverted profile of IRS yield curve (in the years 1997-1998) for attracting fixed coupons
under the appropriate PRIBOR rate. The reasons behind this include a lack of confidence from the
side of investors, and at the same time, a lack of willingness from the issuers to go into long-term
commitments in an environment of high and volatile interest rates. 
Table 1: Advancement in volume of loans provided to the clients of Czech based banks, in billions of
CZK, as at the end of respective year
Source: Czech National Bank
Table 2: Advancement in volume of corporate bonds (in nominal value) registered at the Prague Stock
Exchange, in billions of CZK, as at the end of respective year
Source: Reuters, ABN Amro Bank N.V.The Influence of the Development of Reference Interest Rates 19
In terms of commercial paper issues, there are no central statistics. This is because such
securities issues needn’t be approved by the SEC. Besides this, in the Czech Republic, this program is
only for debtors who belong to companies with prime credit risk ratings
III. Foreign exchange and interest rate hedging, debt financing
Czech banks have been at the forefront of treasury developments in the Central and Eastern
European region, offering their corporate clients a whole range of treasury products, including
options. They also play a big role in keeping clients up to date about currency and interest rate risks.
Since the Czech economy depends heavily on foreign trade (exports in 2002 were 55% of GDP, with
almost 60% of this to the euro zone), mostly with the euro zone countries, exporters in particular
have had to adjust their approach towards hedging instruments because of the reinforced Czech
koruna. The most frequently used product in foreign exchange assurance is the currency forward.
The market in currency options in koruna has developed over the past nine to ten years. At first, the
main trading was in plain vanilla options, but gradually the offer was extended to include barrier and
exotic options. To hedge interest rate risk operations, companies tend to use forward rate agreements
(FRA) and interest rate swaps (IRS), in addition to instruments based on interest rate facilities, such as
cap and floor options. The high volatility of reference interest rates has influenced enormous progress
in using such tools since 1997.
III.1 The marked ambivalence of interest rates on the Czech market since 1997 has
led companies to behave more cautiously and use hedging tools 
Table 3: Advancement in volume of main interest rate hedging tools used by clients of Czech banking
sector in the years 2000-2003, in billions of CZK
Source: Czech National Bank
Table 4: Advancement in volume of main interest rate hedging tools used by clients of Czech banking
sector in the years 1997-1999, in billions of CZK – rounded estimation from CNB graphs
Source: Czech National Bank
As tables 3 and 4 show, a marked yearly increase in interest rate hedging tools for bank clients
in the Czech Republic is evident for the years 1997-2002. During the periods of high PRIBOR and
PRIBID reference rates in 1997 and 1998, businesses tried first and foremost to take advantage of the20 Journal of Emerging Markets
negative inclination of FRA and IRS rates of return (which means that long term annual interest rates
were lower than short term rates). This effort is especially clear in the issue of corporate bonds in
1997 and 1998. Bond issues in 1997 had fixed interest rates, which means that on the day of issue,
an interest rate swap was placed on the entire amount of the issue, where the original floating
PRIBOR + margin p.a. was exchanged for a fixed rate. In 1998, just two companies in the utility
sector chose different paths. On March 5th, 1998, the Northern Moravian Power Company (NMPC),
issued 1 billion CZK in bonds at a floating 6M PRIBOR + 0.40% p.a. In June of the same year, and
under the same conditions, Southern Moravian Gas Company issued 700 million CZK in bonds. Both
of these companies bet on the future decline in the PRIBOR rate, and they were proven right.
However, at the time of their issue, they were going against market forecasts. Nonetheless, NMPC
ensured itself against a potential rise in the 6M PRIBOR purchase cap with a strike price of 11.60%
p.a. All in all, five caps were purchased on semi-annual coupons, however with premium payment
requirements. Of these caps, only one was called, the very first coupon in September 1998, when the
6M PRIBOR was at 14.51% p.a., and the company actually paid 11.60% p.a. 
The period since 1999 is characterised by the sharp continual decline of the PRIBOR rate, and in
comparison with the previous two years, the positive slope the IRS curve (which indicates that annual
interest rates for the longer term were higher than for the short term) and a noticeable growth in the
issue of corporate bonds. But even at this time, there were companies that hedged against interest
rates by issuing IRS bonds. The above-mentioned NMPC conformed to this trend, by exchanging its
original floating interest rates from its 1998 issue for a fixed interest rate swap in 2001. In addition to
that, Belgian owned company Glaverbel issued 3 billion CZK in bonds in 2000, and          auto in the
same year issued 50% of its 10 billion CZK with floating coupons. After 1999, corporations feared
again that floating coupons would suffer from return of rising interest rates in the near future. 
This forecast did not come true; interest rates continued their falling trend.
III.2 Debt Financing
It is supposed that a company chooses such debt financing that would have the lowest costs
for financing (including subscription and administrative costs). Discussions were carried out on the
grounds of the Czech Association of Corporate Treasurers in recent last years on this given theme,
encouraged by one of the authors (Polák). Parallel, it is possible to analyse the proportional amount
of cost interest paid in regards to external sources of financing – the issuing of bonds and bank
credit. For this purpose, it is also possible to state the quality indicator of financial management in
areas of company debt activities, and the interest costs for external financing.
CEF – costs of external financing
IC – interest cost (profit and loss statement)
BL – bank loans (balance sheet), average state at the beginning and end of period
B – bonds issued (balance sheet), distinguished by time
In Tables 5 – 7 costs of external financing development is illustrated in % p.a. in three selected
companies – Northern Moravian Power Company (NMPC), Moravian-Silesian Heating Company
(MSHC), since the year 2002 the company has used a new name – Dalkia Morava, and Vítkovice. 
In the cases of Vítkovice and NMPC, we are dealing with companies with mostly state ownership in the
years under observation. Their position in relation to financial intermediaries on the Czech financial
market was however and is by no means different. The North Moravian Power Company is the most
important distributor of electrical energy in the Czech Republic from the point of view of sales andThe Influence of the Development of Reference Interest Rates 21
profit, and has a BBB+ rating from Standard & Poor’s. From the point of view of its position, the
North Moravian Power Company has an excellent position in the area of obtaining external financial
means for its activities, as in investing in financial market means, whose intermediary has established
a certain credit risk for the bank. Vítkovice is in a different position, financing its production was
ensured by credit from the state Consolidation Bank through the means of the company Osinek.
Table 5: Costs of external financing of North Moravian Power Company in % p.a.
Source: Annual report of North Moravian Power Company
Table 6: Costs of external financing of Moravian-Silesian Heating Company in % p.a.
Source: Annual report of . Moravian-Silesian Heating Company
Table 7: Costs of  external financing of Vítkovice in % p.a..
Source: Annual report of Vítkovice
The achieved results of these companies can be compared with the development of the 3M
PRIBOR reference rate as an average in the following years – see Table 8. From these rates, the
interest paid by bank clients derives at times of making use of bank credit. as well as the rate of
coupons for the bonds issued.
Table 8: Development of the 3 months PRIBOR reference rate in % p.a. yearly average
Source: Czech National Bank
At NMPC and MSHC two different strategies were seen. In 1994, MSHC issued bonds at a total
nominal value of 350 million korunas (that is 3,500 bonds at a nominal value of 100,000 CZK each)
with a fixed coupon of 13% p.a. The bonds were paid in the year 1999. In connection with the
development of interest rates, part of the bonds, at an amount of 24 million CZK, were successfully
bought back in the year 1996. A second issuing of bonds followed in October 1997, when the bonds
were issued at a total nominal rate of 2 billion CZK with a fixed coupon of 13.90% and maturity in
October 2002.
In the years 1997 and 1998 – as is shown in the Table 6 – MSHC made an about-face in the
swap curve, when long-term interest rates (in the case 5-year IRS) were lower per year than an
appropriate 3, or if need be 6, months PRIBOR rate, from which cost interests are derived in cases of
changeable interest rates. In other years, however, these fixed coupons, especially in the second issuing
of bonds, recorded a higher cost load than there was in the NMPC case. And even despite this reality,
the company succeeded to buy back part of its own bonds at an amount of 830 million Czech korunas.
What’s more – for a nominal value plus aliquot interest yields only. NMPC chose the opposite strategy
and issued bonds on 5.3.1998 at a value of 1 billion Czech korunas for a variable 6M PRIBOR rate +
0.40 % p.a. The bonds matured in March 2003. That is why it has profited since the year 1999 from a
favourable drop in the short-term interest rate. Nevertheless even in the case of NMPC there were fears22 Journal of Emerging Markets
about a reverse growth in interest rates in March 2001 for the exchange of changeable coupons for
fixed IRS funds. In the table, cost stagnation is seen for financing in the year 2002 as opposed to the
year 2001 for the reason of fixed coupons. The slight drop cost indicator for financing in the case of
MSHC in the years 2000 and 2001 is due to a drop in changeable rates for short-term interest and the
mentioned promissory notes programme in July 1999. In the year 2001, two joint-stock companies –
North Moravian Power Heating Company and Karviná Heating Company – were incorporated into one
and called Dalkia Morava. The joint-stock company Vítkovice issued bonds at the same time with a fixed
coupon of 13.50% p.a. at an amount of 1 billion Czech korunas and in June 1995 with maturity in the
year 2000. The costs for external financing of Vítkovice are further marked by a high margin above the
average PRIBOR for credit provided to companies by the state’s Consolidation Bank and by private local
banks. This margin moves from 3% per annum above the PRIBOR. 
In conclusion, it is possible to confirm this second partial influence that a company has chosen
debt financing, for which the lowest costs for financing are paid – above all, this means interest and
other costs (for example, subscription). The cases of NMPC and MSHC clearly illustrate two different
strategies which companies accepted after the currency crisis in May 1997, when reference interest rates
reached very high levels. 
MSHC – as a considerable number of Czech companies – used the purchase of mid-term and
long-term swap, which carry a certain risk in the case of a future drop in interest rates. In years of high
reference interest rates – 1997 and 1998 – MSHC paid interest, which was lower than the real PRIBOR
rate. This advantage has been nevertheless lost since the year 1999, in which a dramatic drop in
reference rates took place. This drop then carried on in other years as well up to today. On the other
hand, NMPC was one of few companies which abandoned its own bonds of variable coupons during
issuing. That is why interest costs for financing moved high above the costs of MSHC and above the
PRIBOR in their year of issuing NMPC at the same time, fearing a growth in interest rates, ensured a cap
type operation with a strike price at 11.60% p.a. for the five first half-years of coupon payment. The
bonus for this interest option was paid at an amount of 50 million Czech korunas in total. Nevertheless,
the changeable coupon has enabled NMPC to profit since the year 1999 from the favourable drop in
reference rates.
III.3 Other costs for providing financing
By providing long-term and short-term financing, in addition to paying interest, a whole
number of other fees and costs were brought into consideration. The amount of these costs is not
commonly determined from the current account statements that are the financial parts of a
company’s annual report. Such costs may include, for example, accountants’ and lawyers fees,
arrangement fee, costs of printing of the offering circular and of security-printing the securities where
they are issued in definitive bearer form, and the due diligence process.
IV. Investment strategy
It is supposed that a company will chose an investment instrument which will ensure it the
greatest yield up to the time of maturity or sale. An indicator of financial management was also set
(by authors) in the fields of corporate investment and in the yields from financial operations.
YFFO – yield from financial operations
IY - interest yield (profit and loss statement) 
S (SS) – sales on the sale of securities (profit and loss statement)
S (SD) – sale of securities and deposits (profit and loss statement)
FP – financial property (balance sheet), average state at the beginning and end of  periodThe Influence of the Development of Reference Interest Rates 23
Table 9: Yields  from the financial operations of the Northern Moravian Power Company
Source: Annual Report. Northern Moravian Power Company
Table 10: Yields  from the financial operations of the Moravian-Silesian Heating Company
Source: Annual Report. Moravian-Silesian Heating Company
Table 11: Yields  from the financial operations of Vítkovice
Source: Annual Report. Vítkovice
The yield from financial operations for selected joint-stock companies is illustrated in % p.a. in
Tables 9 to 11. A special case in this group is the MSHC, which has been in the hands of foreign
investors since 1997, and is part of the company Dalkia, which was the power division of the French
company Vivendi. After problems with the media division of the concern Vivendi, the state energy
giant Electricité de France appeared among the owners of the company Dalkia. The MSHC, similarly
as NMPC, before the takeover by foreign owners were among the most important companies in the
Czech Republic from the point of view of attained sales and profit, and this position is still
improving at the present time. The attained results of these companies can be compared with the
development of PRIBID reference rates as an average for the individual following years. This rate is –
simply said – in our conditions, the maximum that companies can achieve in koruna deposits
through a bank. The development of the tri-monthly PRIBID rate is shown in Table 12.
Table 12: Development of the 3 months PRIBID reference rate in % p.a. yearly average
Source: Czech National Bank
In the year 1997, the company concentrated on short-term term deposits, which had high
interest payments, especially in the time of the currency crisis in the Czech Republic in May and June
1997.  PRIBID reached the highest average values in the shortest time periods – for one week it was
15.42% p.a., 2 weeks – 15.19% p.a. It is possible to say that the year 1997 witnessed the use of
simple, very short-term, deposit instruments. From this point of view, for revaluating free money funds
companies did not need any specialised Treasurer.  In the year 1998, there was a change in Law No.
588/1992 of the Law Code about value added tax, in the wording of later regulations, that enabled
companies to invest to a greater extent into safe securities with a higher yield than for term deposits,
such as Treasury bills, deposit promissory notes of international banks with a rating even greater than
the Czech Republic has (in the initial stages, in particular – Citibank, BNP – Dresdner Bank, Deutsche
Bank). From the year 1997, there have been regular seminars by Czech banks for their important
clients (among which are the above mentioned duo MSHC and NMPC), which are informed in
particular about new, sophisticated banking products offered to corporate clients. Because of this and
due to the personal approach of dealing bank staff towards their most important clients, an24 Journal of Emerging Markets
information gap has grown in the areas of financial market instruments between the financial
department staff of the most important companies and other companies.
This is amplified the most by the establishment of the Czech Association of Corporate
Treasurers, founded in February 2001 and was connected to the discussion and working group
activities of the Treasury staff of the most important companies. Among the founding members of the
Association we can find staff from MSHC and NMPC. The other members are the collected staff of the
most important companies in the Czech Republic, such as Transgas, Czech Telecom, Unipetrol,
Auto, and important utility companies. In the year 1998, in the North Moravian Power Company, a
specialised Treasury staff associate could devote full-time investment in free money instruments, which
would ensure appropriate financial operations and the investment requirements of the company. In
particular, of the two mentioned in the paragraphs above, NMPC has had a growth in yields from
financial operations as opposed to the year 1997 (and in spite of a drop in interest rates). There was a
similar situation in MSHC, where the centralisation activities of the Treasury were gradually carried out
in MSHC and its subsidiaries (especially Heating Station in Karviná), since the year 1999.
In the year 1998, MSHC yields from financial operations were more than 3% lower than
average 3M PRIBID. This was caused by the fact that MSHC keeping a large amount of funds in
German marks to pay for invoices of the Finnish Company FW-Ivo Power engineering, which carried
out a revamping of the equipment of the Olomouc Heating Station. Due to delays in investment and
the consequent later invoicing, the funds in German marks (DEM) were valorised, but at an average
rate of 10% p.a. lower than for the Czech koruna at that time. In the year 1999, Vítkovice began to
also valorise its free money funds according to its annual report at a volume of tens of millions of
korunas through Citibank deposit promissory notes.
In the year 2001, NMPC made a change in its Treasury staff. This change was marked by riskier
methods in valorising free money funds by investing in Polish state bonds issued in Polish zloty (PLN).
Higher interest rates for PLN than for CZK, together with a favourable shift in the currency exchange at
the time of yield payments enabled NMPC to achieve a high yield value in the years 2001 and 2002
from financial operations, and in the year 2002 even above the PRIBID.
At the conclusion of this discussion, it is interesting to compare the above mentioned yields of
industrial companies with the financial position of the technical reserves of Czech Insurance Company
Inc.                                  – see Table 13.
Table 13: Yields from the financial investment of technical reserve funds of life and non-life insurance
in the Czech Insurance Company in % p.a.
Source: Annual Report of Czech Insurance Company
This type of yield at insurance companies is made up mostly of high yields from fixed interest
instruments (mostly bonds), for which there consequently was a drop in interest rates in Czech
Insurance Company long-term investments with fixed interest instruments. In the years 1998 and
2000, there was a more considerable negative affect on the yield of the possession of property
securities, and most of all, in the form of losses from revaluating or realizing Pragobanka Bank and
IPB bank shares. It is necessary to calculate the “Yields of the Assets of Financial Reserves from Life
and Non-life Insurance” with the yields presented, to understand the yields after the deduction of
corresponding costs for financial positions.The Influence of the Development of Reference Interest Rates 25
V. Conclusion
Evolution in Czech corporate debt financing has been driven by changes in the requirements of
suppliers of capital, with institutional and other non-bank investors replacing traditional banks.
Investors have become increasingly sophisticated, favoring less regulated instruments. Increased
volatility in the reference interest rate has also influenced capital raising decisions, and increased the
use of hedging instruments to manage the resulting interest rate risk.
A company, as an investor, can certainly select an instrument which will bring it the highest net
revenue from the tax regime and interest-bearing points of view. It is interesting in this connection to
compare the investment activities of industrial companies, which have aimed mostly on the
instruments of money market, with an insurance company that has invested a greater part of its
technical reserves into fixed interest-bearing instruments of the capital market (mostly into bonds). 
For this reason, the insurance company reached revenues under the PRIBID and vice versa in the period
of a reversal in the revenue curve of long-term rates (using the IRS rates). 
At the same time, the company, as a debtor, tried to minimise interest and other costs in parts
of debt financing. In the environment of volatile interest rates, debtors could select two basic strategies
– to fix its paid interest by means of an interest swap or to leave the variable interest rate connected 
to the PRIBOR. The primary sense in choosing one of these strategies was to minimise interest rates,
for reasons of the dramatic drop in interest rates. The variable interest rate has shown to be better 
in the period following the year 1999. Other costs for short-term and long-term debt financing 
are comparable.
The paper is published due to the Czech Grant Agency support (grant GACR No. 402/05/2758
“Integration of the financial sector of the new EU member countries into the EMU“).
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